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Development finance in the 1990s 
for Latin American resource 
exporting countries 


Ira Sohn 


As a result of the debt crisis, per capita income in Latin America in 1990 was 10% below its 
1981 level. Many resource exporting countries in the region have undertaken wide and deep 
reforms in order, among other reasons, to attract and retain long-term capital to fuel growth 
prospects. One newly proposed long-term instrument for development finance and risk man- 
agement is the commodity bond. Given the sovereign risk component, the costly premiums that 
must be paid to insure it and more efficient alternative instruments for both issuers and 
investors, commodity bonds are unlikely to generate the required long-term capital needed to 
enhance growth prospects. With the continuing globalization of the goods, factors and curren- 
cy markets, long-term capital can be attracted and maintained in both developed and develop- 
ing countries by an attractive investment environment characterized by a competitive 
microeconomy, a stable macroeconomy, strong global linkages, and a serious programme to 


improve physical and social infrastructure. 


According to the United Nations Commission for Latin 
America and the Caribbean (ECLAC), at the end of 
1990 per capita income in Latin America was almost 
10% below its 1981 level. The acknowledged source of 
the reduction in the material standard of living in this 
major resource producing and exporting region during 
the ‘lost decade’, as the 1980s are referred to by students 
of the region, was the debt crisis that was triggered in 
1982 and whose aftershocks still linger today in some 
Latin American countries. 

The importance of the resource sectors — fuel and 
non-fuel minerals and other primary commodities — for 
Latin American countries to earn hard currency from 
exports, despite attempts over the last two decades to 
diversify their export structures, should not be underesti- 
mated. For example, according to the World Bank [26], 
in 1990 the percentages of total merchandise exports 
that originated in the resource sectors of the major Latin 
American countries were as follows: Colombia, 74%; 
Peru, 84%; Chile, 90%; Argentina, 65%; Mexico, 56%; 
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Venezuela, 89%; and Brazil, 47%. For those who spe- 
cialize in international trade, these numbers are not sur- 
prising. According to The Financial Times ((15], p v) 
foreign direct investors regularly mention Latin 
America’s comparative advantage in natural resources. 
What has been lacking in the past, however, has been 
the freedom for these investors to exploit these opportu- 
nities because of local legislation that heavily restricts — 
and often forbids — foreign investment in the mining and 
oil sectors. 

Restoring sustainable rates of economic growth in this 
region of more than 400 million people would, along 
with increasing material living standards and reducing 
the poverty rate in the area, serve to enhance the flow of 
consumer and capital goods (and increasingly services) 
from the developed and other developing countries to 
Latin America. In the more general framework of the 
world economy, restoring income growth in Latin 
America is certain to increase economic growth 
prospects and employment levels in the developed coun- 
tries, two concerns highlighted at the economic summit 
of the Group of 7 (G7) in Tokyo in July 1993, 
Moreover, it would promote a more efficient use of 
global resources, one of the major tenets of the General 
Agreement on Tariffs and Trade (GATT), the multilater- 
al trade organization established over 45 years ago. 
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Until domestic savings rates and levels are apprecia- 
bly increased, Latin American countries will require 
increased flows of external capital to develop, maintain 
and improve their comparative advantage in traditional 
resource exports and to widen the range of their exports 
to include higher valued derivatives of those resource 
products. The region will be able to improve its compet- 
itive position in the world economy further by exploit- 
ing new export opportunities in light of the continuing 
liberalization in world trade and the technological 
advances in transport and communications.! In addition 
to private sector financing requirements for export 
expansion, Latin American countries have formidable 
capital needs for investment in physical and social infra- 
structure that range from transport and energy to health 
and education in order to enhance their global competi- 
tiveness and the skill level of their labour forces (see, for 
example, the case of Malaysia as reported in The 
Financial Times {17], pp 4446). 

The principal issues explored in this article are the 
nature and the provenance of these required capital 
transfers and the necessary economic and financial con- 
ditions that must be in place to ensure their continued 
flow. 


The need for long-term capital in 
minerals-exporting Latin American 
countries 


The eruption of the debt crisis triggered a net transfer of 
resources out of Latin America as bank credit and pri- 
vate investment, both portfolio and direct, was sharply 
curtailed, if not eliminated, and capital flight ensued. 
The world recession in 1981-82 and the resulting pre- 
cipitous drop in world commodity prices strained the 
ability of Latin American countries to pay for imports 
and service debt. Attempting to maintain per capita con- 
sumption levels, a moratorium on interest, and/or princi- 
pal payments on bank debt was imposed by all countries 
in the region, except Chile and Colombia, and the 
investment to gross domestic product (I1/GDP) ratio 
decreased significantly over the decade. Table 1 pro- 
vides an overview of some of the key economic and 
financial variables and indices from 1975-92. According 
to development economists, unless the I/GDP is restored 
to approximately 20%, the resulting inability to provide 
a modern capital stock and infrastructure and to upgrade 
the skill levels of the labour force is certain to impose a 
ceiling on the future growth prospects of the economy 
[12,13]. 


‘Also, the flow of portfolio investments into developing countries 
through bond issues in international markets or international equity 
placements by developing country companies was US$30 billion in 
1992 compared with less than US$6 billion a year between 1982 and 
1988, as reported by Norman [21]. 
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Over the remainder of the 1980s most Latin American 
countries suffered from an absence of monetary disci- 
pline, unsustainable fiscal and current account deficits, 
excessive State intervention in the private sector, and 
weak global linkages, which resulted from deep distor- 
tions in trade, foreign investment, and exchange rate 
policies. 

By the end of the decade and the beginning of the 
1990s, prodded by multilateral lending institutions, the 
G7 governments, large international banks and, of sin- 
gular importance as | shall argue below, the continuing 
globalization of the markets for goods and capital and 
the on-going economic restructuring in the former 
USSR, Eastern Europe, China and, most recently, India, 
most Latin American countries had initiated fundamen- 
tal, comprehensive and, it is to be hoped, irreversible 
economic reform. Most of the reform programme fell 
into well articulated categories described in the World 
Bank’s 1991 World Development Report. They include: 


(i) the adoption of a competitive micro-economy that 
includes a substantial reduction in state ownership 
and management of productive assets and the elim- 
ination of price distorting subsidies and taxes; 

(ii) a stable macroeconomy characterized by both fiscal 
and external balance and low and stable inflation; 

(ii) strong global linkages that include adherence to 
GATT, low and uniform tariff rates, an absence of 
non-tariff barriers, a uniform and market-deter- 
mined exchange rate, and a liberalization of the 
rules on capital flows and on direct foreign invest- 
ment; and 

(iv) an active government policy that promotes social 
and economic investment, especially in the areas of 
education, infrastructure and health. 


Despite the absence of a strong recovery in minerals 
prices in the aftermath of their severe drop in the early 
1980s, the implementation of the above reforms, in con- 
junction with the Brady Plan agreements on debt reduc- 
tion, led to an improvement in many of the standard 
economic and financial ratios used internationally to 
gauge the performance of a national or regional econo- 
my. For example, the debt to exports and the interest 
payments to exports ratios are now significantly below 
their peak levels of the mid-1980s. However, in some of 
the larger Latin American countries (Brazil and 
Argentina), price inflation was still out of control in 
1990 and fiscal deficits are only now moderating (see 
Table 1). There have also been on-going sales of state 
assets to the private sector, along with a general liberal- 
ization of economic activity through a policy reform of 
tariffs, capital flows, and the rules governing foreign 
investment, including taxation. This on-going economic 
and financial transformation is being implemented 
despite a harsh externa! environment — low international 
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Table 1. Historical economic and financial data for Latin America: 1975-92, 


1975 1980 1985 1990 1992 
Growth in GDP per capita (%) 15° 0.8° 1.1 -1.7 0.5 
Investment/GDP (%) 22.4¢ 23.1 16.2 15.7 16.49 
of which from external sources (%) 3.28 44 0.5 0.5 2.04 
Annual rate of change in consumer prices (%) 57.8 56.5 275.3 1186.3 410.7 
Fiscal deficit/GDP for selected Latin American 
countries 
Brazil 0.4 2.7 4.4 -16.6 -1.5 
Argentina -3.4¢ -7.5' 5.4 -2.7 —2.2h 
Chile —13.0° -1t 2.7 0.2 1.8 
Colombia -2.5° -3.0' 0.78 -2.0 -0.4 
Mexico —3.1° -16.3! 1.7 0.8 3.4 
Peru —1.1° 1.2! 0,28 -5.0 -1.0 
Exports/GDP (%) for selected Latin Amercian 
countries : 
Brazil 7.4 8.8 9 7 —_ 
Argentina 73 6.8 I 14 —_ 
Chile 14.0) — 31 37 — 
Colombia 12.03 — 20! 20 — 
Mexico 7.6 12.9 16! 16 — 
Peru 16) —_— 13! 11 — 
Terms of trade _ 108 84 79 72 
Oil exporters — 129 78 74 62 
Non-oil exporters (1979 = 100) — 92 90 83 84 
Balance on current account (millions of 
current US dollars) —_ -25 050 -3 455 -6 171 -32 720 
Oil countries — -2 120 2 966 -1 920 —27 250 
Non-oil countries —_— —22 930 -6 421 4251 —5 470 
Transfer of resources/exports of goods and 
services (%) 21.0! 12.5 -29.7 -9.5 17.1 
Oil countries (%) 18.0! 9.3 -32.4 -7.3 23.6 
Non-oil countries (%) 23.8! 15.9 -26.9 -11.8 11.5 
Growth in total debt (annual rate of increase) 22,9™ 11.3" 3.0° _— 19 
Total debt/ex ports (%) _— 236 355 290 282 
Total debt service/exports (%) _— 37.4 38.6 27.0 — 
Interest payments/exports (%) — 23.7 36.1 25.3 19.6 
Interest payments/GNP (%) —_ 3.5 5.4 2.6 — 
Libor (%) — annual real rate? -3.25 2.0 4.25 3.5 50 
June 1989 June 1990 June 1991 June 1992 


Average prices of external debt 

on secondary markets (% of nominal 

value 31.9 33.3 41.5 50.9 
OE —_ 


* Average 1970-75; © average 1975-80; © average 1971-79; 4 1991: © 1972; ' 1982: 8 1987: © 1991:' 1986; 4 1965; * net payments of profits and inter- 
est — net capital inflows; | average 1975-79: ™ average 1979-81; " average 1982-83; ° average 1984-90; P nominal rate deflated by consumer price 
index of industralized countries. 


Sources: All data in this table are from official statistics of the United Nations, the World Bank, and the International Monetary Fund. 


interest rates notwithstanding — that is, weak commodity 
prices and sluggish growth, if any, in most of the G7 
countries from 1990 to 1993. It is important to stress 
again that in 1990 more than 60% of Latin American 
export revenues were derived from the export of 
resources and affiliated products. 

Of primary importance in this economic and financial 
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restructuring is the pivotal role played by foreign capi- 
tal. Figure | presents the change in the sources and lev- 
els of net resource flows to all developing countries 
from 1985 to 1992. 

According to ECLAC, the region’s net inflow of all 
types of capital amounted to US$57 billion in 1992, 
50% more than in 1991 and three times the 1990 level. 
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More significantly, the greater part of this inflow was 
private capital. After nine years during which Latin 
America transferred resources to the rest of the world, 
net transfers into the region — that is, new finance minus 
capital repayments and interest and dividends remitted 
abroad — reached US$27.4 billion in 1992 ((6], p 55; 
[15], p i). Flows of portfolio equity capital to Latin 
America have grown from US$434 million in 1989 to 
US$5.6 billion in 1992 [16]. Foreign direct investment 
(FDJ) to all developing countries now accounts for over 
a fifth of global FDI compared with 12% in 1987 [16]. 

However, most of the recent inflow of private capital 
has been of a short-term nature responding to restrictive 
monetary policy and the resulting high real rates of 
interest imposed to restrain inflation in Latin America 
compared with the relatively low rates of interest on dol- 
lar denominated deposits in and outside the USA. In 
addition there has been increased interest among portfo- 
lio managers in the USA in committing funds to pur- 
chase fixed income securities and equity of private 
sector companies in emerging market countries in 
response to a perceived overvalued stock market in the 
USA and poor prospects in Europe and Japan because of 
the recession. These managers are also looking for 
improved economic opportunities in Latin America with 
a view towards diversifying their portfolios in order to, 
following modern portfolio theory, enhance the 
risk—return trade off of invested funds [16].2 However, 
the short-term nature of these flows should be of particu- 
lar concern to countries such as Mexico, Peru, 
Venezuela and Argentina, whose large current account 
deficits are being financed by volatile short-term capital 
flows. 

Since the outbreak of the debt crisis and the dwin- 
dling access of Latin American countries to bank credit, 
multilateral organizations and debtor country govern- 
ments have been exploring ways to promote the flow of 
long-term capital into these countries. Such capital flows 
would simultaneously reduce the debt burden which has 
caused and continues to cause social and political stress 
in some countries, satisfy the risk concerns of investors, 
and be consistent with the framework of economic and 
financial stabilization and reform. One financial instru- 
ment employed in the 1980s, a tool often used in 
Chapter 11 bankruptcy cases in the USA, was debt for 
equity swaps. These were designed to enable banks to 
liquidate non-performing loans at deep discounts by 
investing the proceeds as equity in private sector con- 
cers with the potential to share in any future gains. 

In a recent book published for the World Bank [22], 


“Institutional investors in the USA alone hold more than US$6 trillion 
of investable funds. Allocating only a small fraction of this sum to 
Latin American securities markets will result in a huge flow of 
long-term capital into the region. See The Financial Times US]. p v) 
and Fidler [14]. 
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another financial instrument, commodity bonds, new for 
developing countries, has been proposed to enable 
resource-exporting developing countries ‘to hedge com- 
modity-price risks and to raise finance’, 

What role, if any, can commodity bonds play as a 
source of long-term capital for Latin America to the end 
of the century and beyond? It may be the case that the 
powerful structural changes taking place in the world 
economy, manifested by its continued globalization and 
the formation of regional trade blocs, such as the North 
American Free Trade Agreement, will impose sufficient 
discipline on Latin American policy makers to ensure 
that guidelines, such as those developed by the World 
Bank described above, will be adhered to, obviating the 
need to resort to such instruments as commodity bonds. 
Moreover, the on-going liberalization of the global 
financial markets (aided by deregulation and the devel- 
opment of new financial instruments to facilitate the 
process of economic reform in Eastern Europe, the for- 
mer USSR and China), may also make commodity 
bonds unnecessary. Commodity bonds are discussed in 
detail in the next section. 


Commodity bonds: advantages and 
disadvantages 


The value of a commodity linked security varies accord- 
ing to the price of the underlying commodity on which it 
is based. It permits investors who have the willingness 
and ability to bear commodity price risk to enjoy high 
returns if commodity prices rise over the life of the 
security and, simultaneously, allows the issuing agency, 
either a government or corporation, to manage its pay- 
ment risk in the event of a fall in the price of a commod- 
ity on which the bond is based. For example, while a 
US$1000 par value, 10% coupon bond would provide 
annual payments of US$100, a commodity bond based 
on oil would make similar annual payments equal to the 
current monetary value of, say, five barrels of Brent 
crude oil. 

What is the major attraction of commodity bonds for 
resource exporting developing countries? The major 
advantage is that they should help reduce the impact of 
large fluctuations in export revenues. Export revenues 
fluctuate widely for two reasons: first, because of 
volatility in global demand because of variations in 
world economic activity; and second, because of 
short-term variability in commodity prices that results 
from temporary supply shocks caused by abnormal 
weather conditions, transport breakdowns, industrial dis- 
putes, political tensions etc. As the amount of non-dollar 
denominated debt increases, as it has since the 
mid-1980s, resource exporting countries whose export 
revenues are mostly dollar denominated have increased 
exposure to exchange rate movements of the US dollar 
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Real aggregate net resource flows to: 


Middle-income countries 


Portfolio equity investment 


Private loans 


Foreign direct 
investment 


1 


Source: World Bank 


Figure 1. Real aggregate net resource flows to developing countries. 


against the other major G7 currencies, particularly the 
Japanese yen, the German mark and the pound sterling. 
Moreover, as the amount of debt borrowed at variable 
interest rates increases, as it has since 1981, the resource 
exporting developing countries have larger interest rate 
exposures. Managing the downside of these exposures 
would improve the growth prospects of these 
economies. 

In the late 1980s, investors eager to assume commodi- 
ty price risk and profit because of an upswing in com- 
modity prices that had languished at historically low 
levels as a result of the crash in commodity prices in 
1980-81 and again in 1985-86, were able to purchase 
securities offered by primary commodity producers 
eager to manage their price risk and reduce their bor- 
rowing costs. For the most part, the securities issued, 
almost all by corporations and governments in the 
developed countries, were linked to the prices of silver, 
gold and oil. 

Commodity bonds are not new. The first known com- 
modity bond, issued by the Confederate States of 
America in 1863, was linked to the price of cotton, the 
major source of income for the Southern states. A 
detailed overview of the financial attributes of these 
bonds — both forward and option bonds — including the 
issuers, amounts, maturities, coupon rates, strike prices 
etc is provided in Priovolos and Duncan [22]. Most of 
the recent commodity linked issues have taken place in 
the Euromarkets, in part because of uncertainty regard- 
ing the regulatory oversight of those securities in the 
USA. 
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Commodity bonds permit investors to take relatively 
long-term positions on commodity prices ie three to five 
years and, as a result, they can be considered as 
‘long-term’ hedges against inflation. Subdued global 
inflation since the early 1980s, along with their murky 
regulatory status in the USA, has reduced the appeal of 
commodity bonds to the investing public. As a result, 
most of the very recent issues of commodity bonds have 
been private placements. According to Priovolos, at the 
end of the 1980s the level of worldwide commodity 
linked financings averaged about US$300 million a 
month. Given this investment climate, to what extent 
can commodity linked bonds be instrumental in con- 
tributing to the annual levels of required external finance 
in Latin America estimated to be between US$7.5 and 
USSIS billion ({15], p 5; [11])? What are the main 
obstacles that would have to be overcome to generate 
sufficient investor interest in these securities? And, 
finally, as discussed in the next section, if commodity 
bonds, like debt-equity swaps in the mid-1980s, can 
provide only limited amounts of external finance, what 
are some of the necessary policy reforms and structural 
changes needed to attract and retain the required 
amounts of foreign capital, which may include commod- 
ity-linked securities, in a world of increased capital 
mobility on the one hand and increasingly fierce compe- 
tition for this scarce capital on the other? 

In light of the massive write-offs and write-downs of 
developing country debt taken by the large international 
banks in the 1980s that is continuing into the 1990s with 
the Brady Plan debt work outs, the most obvious and 
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serious obstacle to issuing (and marketing) commodity 
linked bonds is the country specific sovereign risk 
attached to these bonds. Sovereign risk is an additional 
component of the total risk of debt issued by developing 
country governments and their affiliated agencies. In the 
case of a failure of private sector debtors to honour 
agreed upon contractual obligations, creditors can take 
legal action to enforce the contract. When the counter- 
part is a sovereign government, legal action is not 
possible. 

To overcome this impediment, promoters of commod- 
ity linked bonds propose to create a strip of commodity 
contingent standardized claims, each of which is devoid 
of its country specific sovereign risk component ie its 
default risk, in a manner not unlike the enormously suc- 
cessful market for mortgage backed securities in the 
USA, for which the default risk has been assumed by the 
US government. As a result, these mortgage backed 
bonds trade on secondary markets at prices that reflect 
the influence of the time value of money and all the 
other risks that are associated with medium- and 
long-term bonds, such as interest rate risk (and, more 
precisely, in the case of mortgage backed securities, pre- 
payment risk). If a commodity linked bond has an 
option attached to it, again, as in the general case of 
‘bond valuation’, the value of the option would be fully 
reflected in its price in the secondary market. 

With regard to the unbundled default risk (or, in this 
instance, sovereign risk or enforcement risk), countries 
issuing commodity linked bonds would pay insurance 
premiums to a government, multilateral or private 
agency willing and able to assume these risks eg the US 
government in the case of mortgage backed securities. 
In this way, the relevant risks have been decoupled and 
assumed by institutions — either government or private — 
which are willing and most able to do so. It is useful to 
ask the following question: which institution is best 
capable of assuming sovereign risk or, at least, most 
able to offer the required sovereign risk insurance? 
Based on the analysis of Anderson er al ({1], pp 
134-151) ‘it is a matter of who can offer a given insur- 
ance at the smallest premium. This, in turn, will depend 
on which institution can extract the greatest penalties, 
have the biggest impact on future access to finance, and 
bargain hardest.’ In light of the experience with the 
Latin American bank debt work outs over the last 
decade, even the International Monetary Fund (IMF) 
would have to charge developing countries prohibitively 
high premiums in order to assume the sovereign risk 
component of the proposed commodity linked bonds. 

As was mentioned above, the major attraction that 
commodity bonds offer investors is a long-term hedge 
against inflation to the extent that the rise in commodity 
prices correlates with the rise in the general price level. 
Is this attribute sufficiently valuable — in light of seven 
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years of declining rates of inflation in OECD countries — 
to compensate for the sovereign risk issue discussed 
above? Or, in other words, are there other, perhaps less 
costly, hedging instruments that can accomplish the 
same or nearly the same objective without exposing the 
investor to this non-negligible sovereign risk? 

New financial instruments developed over the last two 
decades that include options and futures contracts on 
commodities and on interest rates (that extend out nine 
months in time) and more recent financial innovations 
called LEAPS (long-term equity options that extend for 
two to five years) perform this function well. In addition 
to these derivative instruments, investors can invest in 
commodity funds ([7], p 77; [2], p Cl). Individual 
investors can purchase commercial real estate indirectly 
through real estate investment trusts (REITs) and resi- 
dential real estate directly, which has historically served 
as a superior hedge against unanticipated inflation ({23], 
p 307). 

On the other hand, resource exporting developing 
countries, with World Bank intermediation, have recent- 
ly had access to financial derivatives that can be extend- 
ed to five to seven years to match their needs. These 
derivative instruments come in the form of futures, 
interest rate, and currency swaps, which permit develop- 
ing countries to hedge their inflation and currency risk 
exposures — the precise objective of commodity bonds 
({25]; [4], pp 1-9). Given the above cost-benefit calcu- 
lus, it appears that commodity bonds, not unlike 
debt—equity swaps in the mid-!980s (but for different 
reasons), will be able to make only a modest contribu- 
tion to the long-term capital requirements of Latin 
America to the end of the decade. 

Over the last decade it has become increasingly obvi- 
ous that with economic and political reform, together 
with on-going structural change and_ technological 
advances being implemented in South-east Asia, China, 
the former USSR and Eastern Europe, many of which 
are current or future exporters of resources, competition 
for scarce global capital is fierce indeed. Policy makers 
in most reforming countries are aware that, as a result of 
the on-going globalization of the world’s product and 
capital markets, they can no longer expect that financial 
instruments will be tailored to their own legal, economic 
and political systems. Rather they will have to adjust 
their own institutions and policies to the increasingly 
stringent requirements of the world economy if they are 
to compete successfully for, attract, and retain interna- 
tionally mobile capital for the purpose of promoting 
economic growth and raising living standards. The 
revival, since 1990, of investor interest in Latin 
American bonds issued by countries that have begun the 
process of reform is evidence that internationally mobile 
long-term capital can be attracted if the risk-return bal- 
ance meets international norms [5]. 
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The new international economic and 
financial discipline 


The continuing liberalization of the world’s product and 
capital markets, supported by technological advances in 
production, communications and transport, is imposing 
a new international discipline on the range of acceptable 
economic and financial policies that can be prescribed in 
developed and developing countries alike. For example, 
the quest to achieve economic and monetary union 
(EMU) in the European Union (EU) — formerly the 
European Community — will require painful adjustments 
in monetary, fiscal (and most recently, in labour and 
social) policies, not only in the southern-tier countries of 
the union [8,19]. The intensifying pressures in the EU, 
the USA and Japan to protect uncompetitive sectors, 
such as agriculture, automobiles, textiles, chemicals, 
steel — and more recently, electronics — serve as ex- 
amples of the shifting comparative advantages in world 
product markets. When political pressures to maintain 
employment levels in these sensitive sectors in the 
developed countries prevail, the consequence is to 
restrain world income growth and to contribute to fiscal 
stress, higher prices, and higher interest rates in the 
developed countries. The fiscal and current account 
deficits, in addition to the massive physical and social 
infrastructure projects (including transport, communica- 
tions, health care and, above all, education) that must be 
financed in developed countries, is likely to reduce the 
potential for capital exports to Latin America and other 
countries undergoing economic and financial reform in 
the 1990s [26]. As a result, the developing resource 
exporting countries, all other things being equal, in 
order to attract and retain internationally mobile capital, 
must improve the investor’s risk-return trade off both at 
the enterprise level and economy wide. The former 
requires well conceived and well managed, profitable 
projects that produce higher returns adjusted for risk, 
and the latter require the adoption of measures such as 
the four World Bank criteria described above. 
Complying with these would help to reduce the sover- 
eign risk discussed above. To be sure, if the developing 
resource exporting countries in Latin America can 
demonstrate to potential investors that they have a com- 
petitive microeconomy, a stable macroeconomy, strong 
global linkages, and a serious programme to improve 
their physical and social infrastructure, long-term capital 
will be attracted from both domestic and external 
sources: see the survey on Third World finance in The 
Economist [10). 

In addition, the economic, financial, and political lib- 
eralization in the ex-Communist countries of the USSR, 
Eastern Europe and China is likely to attract a substan- 
tial flow of international capital — both in the form of 
direct investment and portfolio investment — if and when 
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a market-based economy takes root (see for example, 
Brauchli [3], p A8; and Tyler [24]). With an internal 
market of almost 2 billion people and comparatively low 
labour costs (indicating considerable export potential for 
manufactured goods), these countries are in a strong 
position to attract scarce long-term international capital, 
especially as infrastructure is modernized, a market ori- 
ented financial system is developed, and the relevant 
political and legal modifications are introduced to 
accommodate an open liberalized economy. Obviously, 
like the Latin American resource exporting countries, 
they too will be subject to the same international eco- 
nomic and financial discipline for capital to finance the 
wide array of pressing infrastructure projects and ‘for 
profit’ enterprises that produce competitive, world class 
quality products for their domestic economies and for 
the wider world economy. 

This new international financial and economic disci- 
pline that is emerging is the direct result of a constella- 
tion of forces: a reduction in worldwide political 
tensions, powerful advances in transport and communi- 
cations, and continuing liberalization of global product, 
capital, and foreign exchange markets underwritten by 
regional and multilateral agreements. These ineluctable 
forces to rationalize economic and financial activities 
throughout the world are often overwhelming the abili- 
ties of national governments to dictate policies that may 
be in their national interest but are a nonsense from the 
global perspective. Examples abound: in the product 
markets, the EU’s Common Agriculture Policy (CAP) 
and steel policy; the US import policy for steel, automo- 
biles, textiles and selected agricultural products; Japan’s 
import policy for rice and other agricultural goods and, 
more recently, technology intensive products and its 
alleged cultural bias against foreign manufactured prod- 
ucts and investment.* With respect to the capital and for- 
eign exchange markets, the turmoil in the EU’s 
European Monetary System (EMS) in 1992-93 is testi- 
mony to the ability of uninhibited movements of inter- 
national capital, in conjunction with modern financial 
innovations, such as futures and options markets, to 
undermine government agreements regarding exchange 
rates that no longer meet the test of logic.4 With the 
peseta under speculative attack in the autumn of 1992, 
Spanish officials seriously considered reimposing capital 
controls to reduce the pressure on their currency.> While 
this policy might have been successful in the very short 
run, it would have derailed, possibly for as long as a 


3For a more complete listing of these real and imagined impediments, 
see Lawrence ({20], pp 2-19). 

4It has been alleged that an estimated US$trillion a day is traded on 
worldwide foreign exchanges. 

SMore recently, Jacques Delors, President of the European 
Commission, has argued for a partial reintroduction of controls on the 
movement of capital. See Gardner et a/ [18]. 
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decade, the on-going integration of the Spanish econo- 
my with the world economy, severely damaging its 
growth prospects and future living standards. The latest 
sacred cows on their way to slaughter are some of the 
EU’s labour and social policies that are causing many 
manufacturing activities to be uncompetitive from a 
global perspective ([8], pp 9-10). 


Conclusions 


Restoring sustainable rates of economic growth in Latin 
America, one of the leading resource exporting regions 
in the world, will require firm and recurring commit- 
ments of long-term capital, a large part of which must 
come from external sources. As a result of the simulta- 
neous process of economic, financial and_ political 
reform in so many countries, continued multilateral lib- 
eralization of goods, capital, and foreign exchange mar- 
kets, along with likely fiscal stress in the developed 
countries (at least in the medium-term), and supported 
by advances in communications and transport, Latin 
American governments, in order to attract and maintain 
the flow of capital, will have to provide the required 
incentives to investors. These include profitable projects 
at the enterprise level whose products compete on world 
markets and economic and financial discipline as articu- 
lated in the World Bank criteria mentioned above. It is 
unlikely that financial! instruments, such as commodity 
bonds, can make a serious contribution to the long-term 
capital requirements of Latin America for two reasons. 
First, the cost of ensuring against the sovereign risk fac- 
tor would make the bonds prohibitively expensive to 
issue. On the other hand, the recent development of 
alternative financial instruments has provided a better 
hedge against an ever receding threat of uncontrolled 
inflation, the chief attraction of commodity bonds for 
investors. Latin American resource exporting countries 
and, for that matter, other developing countries are cer- 
tain to secure long-term capital — some of which may be 
in the form of commodity bonds — by complying with 
the new international discipline discussed above as has 
been the experience over the last five years in Chile and, 
more recently, in Mexico and Argentina. 
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